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Informal Institutions and the

"Weaknesses" of Human Behavior

by

MARKUS GOBEL AND TOBIAS THOMAS

Political reforms can be understood as the reconfiguration of formal institutions. The

rational choice of formal institutions is the core topic of the New Institutional

Economics research program. While bounded rationality is a core assumption of the

New Institutional Economics and the reason for suboptimal behavior there, additional

reference is made to the individual aspiration to intrapersonal consistency and

interpersonal conformity here. These sources of a systematic deviation from the

standard model of the homo oeconomicus result in systematic weaknesses of

perception and deviations of behavior. This contribution connects shared mental

models as informal institutions in the sense of North with well-established social

psychological approaches and thereby leads to an integrative reflection of the insights

in a stringent model framework. (JEL: A 12, B 52, D 8Q, Z 13)
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1 Introduction

A complaint often heard among economists is that important economic problems of our

time have been solved in theory, but that these solutions are taken into account neither in

political practice nor in public opinion. Expert opinions and specialist publications are thus

often left unread on officials' desks. The positioning of economics as a practical science is

clearly questioned by the broad irrelevance of its policy recommendations. This de facto

political deficit is the starting-point of the following analysis.

Proclaiming the relevance of institutions for actors' behaviors, new institutional economic

approaches often focus the design of formal institutions. (BUCHANAN [1975], WILLIAMSON

[1985]). This perspective has been broadened by NORTH [1990], who considers informal

institutions such as social norms. Although they play a prominent role in other economic

research fields such as consumption theory (NIR [2004]), social norms are less regarded to

open the black box of empirical reform behavior, which is suboptimal in terms of economics.

Therefore, from an institutional economic point of view and in the tradition of North it is

expedient to focus on the social psychological foundations of informal institutions

(BUCHANAN [1994]). Furthermore, the connection between rational individual behavior and

institutions is pronounced, without reducing institutions to constraints (DENZAU AND NORTH

[1994]).

While in classical economics the homo oeconomicus is omniscient and decides

independently, SIMON [1957] established a model in which behavior is bounded regarding

both reception and processing of information. In addition to that we broaden this model with

respect to the social and historical contextualization of individuals. Thereby, it is obvious that

the model generated here is of particular value if the actor is socially embedded and behavior

differs over time.

This contribution identifies important restraints of political reforms in the interplay

between rational behavior and the institutional contextualization of individuals. Here, the

rational calculation of individuals is expanded to include relevant social psychological cost-

benefit categories within the economic framework. Using this integrative approach, starting-

points for political practise are generated. Furthermore, it allows us to explain the broad

irrelevance of scientific advice in the context of choice and reconfiguration of institutions.
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2 Informal institutions and human behavior

New Institutional Economics often restricts its interest to the rational choice of formal

institutions. This limited understanding of institutions was widened by NORTH [1990], who

differentiates between codified, formal institutions (e.g., laws, regulations) and uncodified,

informal institutions (e.g., customs, traditions).

Actors will prefer the option from which they hope to obtain the greatest possible net

utility. If the optimal option is, at first glance, out of the institutional framework, the expected

gain in utility will be seen in more relative terms, as the actor also takes into account the costs

that arise if the institutional boundary is crossed. If it is crossed, sanctions will be imposed

and costs arise for the individual. Often, the crossing of institutional boundaries carries with it

the stigma of the eccentric, antisocial or criminal. As a result, in almost all cases the option

chosen will remain within the institutional framework.' Thus, institutions mostly constitute a

good approximation with regard to the variety of possible alternative options; with regard to

the selection of the concrete alternative option, the primacy of individual rationalism prevails.

The fact that human action does not always engender optimal results does not necessarily lead

to the conclusion that this is attributable to irrationalities. "People do mistake mainly because

they have incomplete information, but this does not negate the assumption of rational

behaviour." (TULLOCK AND McKENZIE [1985, 10]). If rational maximization calculation is

based on incomplete or distorted information, the resulting solution will be suboptimal despite

of a functioning rationality mechanism (SIMON [ 1957]).

As with North, rational actors or organizations act within their environment, in which -

due to their limited information processing capacity - they use constructed models for the

perception of reality. The perceived world is a mental model-based projection of the true

world, whereas the true world corresponds to the "resisting reality" in the sense of POPPER

[1973, 6.8]. The latter is a result of a biological-evolutionary process. Whether this mental

model-based projection converges with the true world in the evolutionary process of

generating knowledge or not, can not be evaluated from a human perspective (STEGMOLLER

[1984]). However, this is not necessary anyway. As long as these models are sufficient for

the continuity of the human species by having been proved to be viable.

STREIT, MUMMERT AND KIWIT [1997, 688] point out that institutions "being a part of the

cultural environment they also influence the individual's perception of information: It is

SIn a few cases, human behavior also occurs beyond the institutional framework, which then causes

astonishment or dismay in other people. However, the decision in favor of such behavior is also rational if the
alternative option with the highest net utility is beyond the institutional framework - e.g. if personal ideas of
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assumed that the human mind creates cognitive models interpreting the environment. These

cognitive models act like filters and influence the perception of information."

If these subjective mental models are shared because of the common cultural background

and experience of individuals, one can speak of shared mental models which are informal

institutions in accordance with DENZAU AND NORTH [1994]. In this way, shared mental

models affect human behavior: "In the social dimension, human behavior is related to

intersubjectively shared and value-infused knowledge about 'the way things are and the way

things should be'. Such knowledge is part of social structures and processes. In the cognitive

dimension, human behavior is related to the value-infused knowledge of collectives of

individuals." (STEIN [1997, 730])

Because they are part of actors' action situations, both formal institutions and cultural

models of perception as institutions of the informal type are constituting factors of a solution

to the challenging problem of how to establish efficient orders.

3 On the existence of structural information deficits

Reforms, such as the change of a pension insurance system, are nothing else than a

purpose-oriented change of a formal institutional framework. However, experience shows that

both the range and frequency of reform usually deviate from what would be the optimum

from a classical economic perspective. Institutions are not adapted to environmental

conditions, nor are actors seriously interested in further developing these institutions.

Therefore, the status quo2 may be referred to as a stable and suboptimal equilibrium. It is the

aim of this contribution to explain why deviation from the economic standard model emerges.

For this purpose, in a first step, a model of the "market" for information will be presented,

within the scope of which a structural information deficit is derived. Starting from the

economic standard model of human behavior, homo oeconomicus a step-by-step extension of

the concept seems appropriate. However, primacy of the utilitarian intention of human

behavior will be retained. As a result, the range and frequency of reforms are not optimal in

terms of benefits.

morality diverge from institutionalized ones, and if an institutionally conforming behavior caused extremely high
costs due to cognitive dissonance (see below).

2 For example, reorganization is often no reorganization in the proper sense. Despite the resulting

suboptimality changes are mostly marginal, rather than radical.
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Real World

Suppliers Demanders
Bounded Rationality Bounded Rationality

Aspiration to Aspiration to
intrapersonal intrapersonal
consistency consistency

Aspiration to Aspiration to
interpersonal conformity interpersonal conformity

(internal adaptation) (internal adaptation)

[ Perceived world [ Perceived world

Suppliers Demanders

Aspiration to Aspiration to
interpersonal conformity interpersonal conformity

(external adaptation) (external adaptation)

SBehavior of Suppliers [Behavior of Demanders

"Market"
for

Information

Effective Information

Political Action

The "market" for information

3.1 The "market"for information

On the "market" for information, suppliers and demanders of information meet each other.

The term "market" is not completely accurate, because not all market characteristics are found

in this case. What is meant is the interaction between of suppliers and demanders of

information. Focusing suppliers and demanders of information has been well-established

since STIGLER [1961]. In our example of the reform of the social security system suppliers of

information may be political advisors and politicians may be demanders of information. In

favor of a greater generality we waived a concrete presentation of the actors below. Suppliers
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will offer information until the utility of an additional marginal unit of information is

commensurate with the marginal costs. Likewise, demanders seek to obtain information in

accordance with the cost-utility calculation. 3 Actors on "information markets" design their

supply and demand according to rational calculation.

However, KAHNEMANN AND TVERSKY [1979] as well as SIMON [1957, 1982] et al. have

shown that in reality human behavior clearly deviates from the behavior forecasted in the

economic standard model. But the conclusion that individuals do not calculate cost and utility

of an action4 is not necessarily true. In order to come to a suboptimal result, it suffices that

perceived cost and utility deviate from true cost and utility. If this is the case, the calculation

process itself may well be rational - the result is still suboptimal.

In fact, actors use perceived cost and utility as input factors for their rational calculation,

rather than true cost and utility. But perceived and true cost and utility diverge in a systematic

manner. The reception, processing and evaluation of information take place within

institutionalized models of perception. Shared mental models determine, as formless

institutions, the perceived information on which individual rational calculation is based. The

institutional character of these models of perception thus shows that the divergence of

perceived information and true information is institutional-systematic, rather than individual-

chaotic DENZAU AND NORTH [1994, 3f].

Because perceived information systematically deviates from true information, the

equilibrium on the "market" for information differs from what would be the optimum. This

degree of information available to those involved may be referred to as effective information,

because it stimulates a reaction and thus induces action. On the "market" for information, the

shorter side of the market prevails, which means that information which is offered but for

which there is no demand remains ineffective, and vice versa. If the state of effective

information is suboptimal, the resulting range of action of the reform activity will also be

suboptimal. The equilibrium on the "market" for information is stable and can thus also be

described as structural; also, it is suboptimal. It is a structural information deficit.

3.2 Reasons for systematic weakness ofperception and deviation of behavior

Human behavior - and thus also reform behavior - deviates from the behavior forecasted

within the scope of the homo oeconomicus model. This deviation of behavior is the topic of

this contribution. Even the Bounded Rationality concept by Simon [1957] can explain the

3 The representation of the economic calculation shows that both'a supply of all information and a demand of all
information will not occur under realistic assumptions with respect to the cost and utility functions.

"4 Whether it takes place consciously or unconsciously does not matter here.
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factual resistance to reform only to some degree. Well-established social psychological

approaches, which already found consideration in economic models [AKERLOF 1982,

BERNHEIM 1994], explain how perception and behavior are influenced by own attitudes and

by the social environment. The model of cognitive consistency explains how people tend to

reduce inconsistency between attitudes and cognitions. The model of conformity shows how

social environment influence behavior by group pressure or adoption of norms [HOGG AND

VAUGHAN 2002]. However, this deviation of behavior is not individual-chaotic, but at least in

part follows a systematic pattern, which will be sequentially presented in the following.

3.2.1 Searching for information - models of bounded rationality

In neoclassical Utopia, there is the assumption of complete information, which implies

that, firstly, all information is available everywhere and at all times and, secondly, that the

actors have the capability of processing it with infinite speed.

Reality, however, shows a different picture: Individuals are confronted with restrictions of

their rationality with regard to both the reception of information and the processing of

information. SIMON's Bounded Rationality models [1957, 1982] pay tribute to these

restrictions, while maintaining an intended rationality.

If information is not readily available everywhere and at any given time, that is, if costs are

incurred for receiving and processing information, the actors will take them into account in

their calculations. The optimum in receiving and processing information will be achieved

whenever the marginal utility of the information is equal to the marginal costs.

The costs of the reception and processing of information, however, are not the same for all

kinds of information. Actors will often seek to obtain information only within their own

institutional framework so that the institutional limit constitutes the restriction of their field of

vision, or in other words, of their horizon. CAVALLI-SFORZA AND FELDMAN [1981 ] examined

the horizontal transmission of informal institutions - language there. A negative correlation

between the geographical distance and the identity of related glosses has been shown. The

latter - because of the relatively open meaning of the related formulation - were especially

suitable as an indicator of shared mental models.

It is especially with regard to information from beyond the institutional framework that the

assumption of completeness will become fragile. Information within the institutional

framework is relatively inexpensive and accessible; other actors are prepared to share this

information, and the sources of information are known. This is why in many cases there is no

processing of extrainstitutional information.
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With regard to reforms, the consequences of sequential information processing are even

more aggravated by the time structure of cost and utility. If major parts of the costs of a

reform project are incurred at an early stage in the form of planning and implementation costs,

the project's utility will often make itself felt only with the passing of time. The higher the

individual discount rates of the actors are, the more the utility must surpass the costs in order

for a reform project to be carried out at all. This is especially true if the time required for the

positive aspects of a reform to take effect will exceed the life span of a human being. Unless

they are guided by intergenerational altruism, people will fail to allow for such positive

effects in their deliberations.

Possibly, the acquisition and processing of information is not even attempted and

individuals behave ignorantly in rational terms, while keeping to the assumptions of economic

rationality. The fact that the costs of acquisition and processing of information can, within a

political system, lead to abstention from voting was described by DOWNS [1957, 207f].

The view of a bounded rationality also coincides with EUCKEN'S [1952] view, who

assumed that institutions are part of the set of non-economic factors within an economic

system, which leads to a narrowing of the view in terms of perspective - a structural deficit of

perception.

3.2.2 Searching for consistency - models of intrapersonal consistency

Even if the information beyond the institutional framework is perceived and if sufficient

processing capacity is available, it is still not sure whether information processing will be

initiated. In many cases, the actor has moved within the institutional framework for a long

time already, so she or he has approved or at least passively tolerated it. Established

knowledge and new knowledge acquired by processing extrainstitutional information may

contradict each other.

According to various approaches in the field of consistency theory, there is a need for

harmonization of intrapersonal attitudes, norms and behavior. Based on HEIDER's balance

theory [1946], which proclaims that individuals seek consistency between various elements of

cognition, FESTINGER [1957] describes the initialization of dissonance reduction after

crossing a certain threshold. In order to reduce cognitive dissonances, the individual has

various options at his or her disposal, which can be classified in three groups: (i) the addition

of cognitive elements, (2) the subtraction of cognitions, and (3) the reassessment of

cognitions.
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In their contribution, AKERLOF AND DICKENS [1982] examine the welfare effect of

cognitive dissonances. It turns out that even when assuming that there is complete

information and that microeconomic rationality is calculated, the existence of cognitive

dissonances causes the results to deviate from those of the economic standard model.5

In the process, the behavior may well be compatible with economically rational behavior.

If intrapersonal dissonances constitute negative factors in the individual's utility function -

that is, if in economic jargon they are "costs" - it is possible that these costs of an additionally

acquired cognition surpass its utility.

If the influence of the individual's change of action as a consequence of the cognition is

small, such as the influence of an individual actor in the wide field of politics, the strategy of

reducing cognitive dissonances is convenient for the individual - the acquired cognition

becomes obsolete.

If newly acquired cognitions contradict established cognitions, cognitive dissonances will

arise which, after crossing a threshold, lead to measures being taken to reduce such

dissonances. The result of this self-initiated weakness in perception and cognition is a

tendency to maintain the status quo. Thus we are dealing with a systematic distortion of
6perception toward the status quo6.

3.2.3 Searching for conformity - models of interpersonal conformity

Conformity 7 means the concordance of attitudes and behavior of an individual with the

norms, values and habits of the reference group.

"WVhile cognitive dissonance means that there is an inconsistency between, for example,

one's own attitudes and actions (intrapersonal dissonance), non-conforming behavior within

the institutional framework is referred to as interpersonal dissonance.

Conformity can, on the one hand, be fully internalized (internal adaptation). On the other

hand, group-conforming behavior can also occur without accepting the group-specific

attitudes (external adaptation) if, for example, group pressure is strong enough. 8. The latter

5 Thus, for example, the effect of non-informative publicity and the great popularity of the social security
systems can be explained, that is, without breaking with the economic standard model of human behavior: "The
explanations do not rely on the assumption that people are basically misinformed - if they believe something
other than the truth, they do so by their own choice." (AKERLOF AND DICKENS [ 1982, 318])

6 Even if the comparison with Kahneman's status quo bias (KAHNEMANN AND KNETSCH AND THALER [1991,
197fl) suggests itself, we are in fact dealing with different phenomena. In Kahneman's writings, status quo
preferences are the product of an aversion to risk, which leads to an overrating of possible future losses. Here,
status quo bias is relates to the aspiration to cognitive consistency.

7 ARONSON [1992] offers a description of conformity from a social psychological perspective that is very
worthwhile reading. Recently, in parts of economic research conformity plays a important role too (BERNHEIM

[1994], CORNEO AND JEANNE [1997], HOLLANDER [1990]).
8 KELMAN [ 1958] offers a more detailed description of degrees of conformity.
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form describes the adaptation of behavior as a reaction to the group exerting a direct influence

by giving rewards or imposing punishment. In contrast, internalization describes the

adaptation of behavior because of indirect influence via the internalization of group-

conforming norms and values, that is, informal institutions.

The fact that human beings seek to establish harmony is translated into more concrete

action by the individual who behaves in a manner conforming to the group. Non-conforming

behavior will be sanctioned by the reference group, which means costs to the individual.

Whenever conforming behavior as an internal adaptation is based on an internalization of the

norms and values as well as on the genesis of a shared model of perception, costs in addition

to the sanction costs arise because of cognitive dissonances, as a result of which a dissonance

reduction is initiated once a certain threshold has been crossed. In the latter case, the behavior

is not only non-conforming, but also inconsistent. This leads to the effects of self-initialized

weaknesses in perception and cognition described above.

This behavior is compatible with the economic model of human behavior if the expected

sanctions and cognitive dissonances - in case they are fully internalized norms and values -

are included as negative elements, that is, as follow-on costs of non-conforming behavior in

the individual's utility function. If the costs of non-conforming behavior surpass the utility,

which is especially probable if the impact of the individual's own actions is small, group-

conforming behavior will be kept up. Consequentially individual behavior systematically

converges towards group-conforming behavior; in the case of internal adaptation, this

behavioral bias is based on the internalized and shared model of perception.

4 Reduction of the systematic weakness ofperception and the deviation of behavior

The perceived world does not equal the real world one-to-one, but is constructed by means

of mental models. Because of the sociality of the models of perception, the deviation of the

perceived and thus constructed world is not arbitrary, but partly systematic and thus

calculable. This leads to the conclusion that effective measures, such as reform activities,

should not only target the real world but also the cross-individual construct of the perceived

world.

The "market" for information described above is the starting point for developing

approaches designed to reduce the systematic weakness of perception and the deviation of

behavior. If on this market a structural information deficit is caused by the behavior of

suppliers and demanders, a suboptimal degree of political action - in other words, reform

activity - will be the consequence, because of the action-inducing character of the information
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equilibrium. If one wants the range and frequency of reform to approach an optimal degree,

this will only succeed if the supplier and demander behavior on the information "market"

changes.

4.1 First approach: Searching for information

One approach for influencing the behavior of suppliers and demanders of information

consists of their cost-utility calculation in a stricter sense. The supplier and demander

behavior on the "market" for information is in accordance with the cost-utility calculation (see

above). In order to change this, the utility derived (or expected) by the actors from the

respective behavior must be increased and/or its costs reduced. Because on the "market" for

information the shorter side of the market prevails, it might be worthwhile analyzing what the

cause of a suboptimal degree of information is. Possible causes may be on the side of

suppliers, of demanders, or of suppliers and demanders.

Allowing for the individual's bent for utilitarianism, the supplier's behavior may, in this

context, aim to increase the individual's social status as a reformer or man of action in the

social environment or in the eyes of the general public. To the initiating actors; a successful

reform often constitutes the rare opportunity for making a leap in their careers, or even for

going down in history.

Costs on the suppliers' side can occur through the production and distribution of

communicationally viable information. Also, the opportunity costs of the information on offer

are to be taken into account if providing such information is a time-consuming effort.

The demanders' behavior is also based on the economic cost-utility calculation. Demanders

draw their benefit from information if, on the one hand, they can improve their social status

within the social environment, or, on the other hand, if they can draw a direct financial benefit

from being informed. It is important to increase this utility, just as it is to reduce the cost of

receiving and processing information.

4.2 Second approach: Searching for consistency

Another approach for overcoming information resistances deals with the actors' striving for

consistency. Both the suppliers and demanders of information seek to achieve intrapersonal

consistency. However, new information may, under certain circumstances, contradict

consistent cognitions some of which may have existed for a long time already. If so, cognitive

dissonances - which may also be interpreted as costs - may occur, and if they exceed a

certain threshold, measures for reducing them will be initiated.
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If for years a politician, being a supplier of information, pursues a certain policy,

advocating a reform project that conflicts with this previous policy would contradict his

seeking to maintain consistency. This problem also arises on the demanders' side if an

innovative reform policy is to be received. In both cases, linking the communication of reform

measures with existing consistent cognitions of citizens and politicians may be an approach

for solving this problem.

If cognitive dissonances occur, it may be a feasible approach to facilitate the most

favorable reduction of cognitive dissonances possible - for example, by providing further

information or assisting with the reassessment of information. Referring to successful reform

projects in other countries or in one's own history is an effective option.

Finally, we should point out the possibility of enhancing utility as regards the individual's

striving for consistency. If there have already been cognitive dissonances prior to the

information offer - if, for example, the withholding of reform options contradicts the

politicians' own knowledge, or if the citizens lack information that would allow them to

consistently close a cognitive gap - new information can also increase the. level of

consistency.

4.3 Third approach: Searching for conformity

The last approach for selectively influencing the market behavior is the individuals'

striving for interpersonal conformity. Citizens and politicians are socially contextualized and

aspire to group-conforming behavior within their respective reference groups. In the case of

external adaptation, this behavior is based on the fear of sanctions, while in the case of

internal adaptation, it is based on fully internalized attitudes, norms and values.

This leads to the conclusion that, in order to avoid non-conformity, the communicative

measures should approach the entire respective group of reference, rather than a succession of

individual members. For this purpose, a reform may, under certain circumstances, be widely

established through the media as a real and positively connoted policy alternative.

While conforming behavior is the consequence of fully internalized attitudes, norms and

values - in other words, the consequence of internal adaptation - non-conforming behavior not

only results in sanctions being imposed by the reference group but, in addition, cognitive

dissonances will occur. If this is the case, the points of the approach stated in 4.2 must also be

taken into account.
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5 Conclusion

In accordance with North, institutions can be differentiated into formal institutions such as

laws and informal institutions such as norms and shared mental models (DENZAU AND

NORTH [1994]). As a matter of fact institutions limit the options of rationally acting

individuals. Their perception is socially constructed by means of shared mental models.

Because of the sociality of cognitive models, individual behavior systematically deviates

from the economic standard model of human behavior homo oeconomicus. This deviating

behavior can at least in part be attributed to a systematic weakness of perception, which is, on

the one hand, caused by the restriction of rationality in the sense of Simon and, on the other

hand, by striving for intrapersonal consistency. In addition to the perception-induced behavior

bias, behavior deviates because of the aspiration to interpersonal conformity.

While retaining the assumption of intended rationality, three cost categories are focused:

information costs, cost of non-conforming behavior and cost of cognitive dissonance. This

allows us to explain numerous behavioral patterns which have borne the stigma of anomalies

in the neoclassical context. On one hand this modus operandi is associated with a

trivialization of complex psychological and social psychological issues, but on the other hand

it leads to the integrative consideration of insights of different scientific disciplines in a

stringent model framework. Finally, this contribution demonstrates a connection between

shared mental models in the sense of North's institutional economics and well-established

social psychological approaches.

In contrast to our subject here, empirical evidence of social psychological categories

already exists in other economic research fields such as financial research. For example

GOETZMANN AND PELES [1997] analyze the impact of cognitive dissonance on mutual fund

purchase decisions. Furthermore, the model approach could be developed to formalization, as

BERNHEIM [1994] and CORNEO AND JEANNE [1997] have shown with reference to

conformity.

This deviating behavior also emerges with the reconfiguration of formal institutions such

as reforms. In our model framework reform activities are induced by effective information.

The latter results from the behavior of suppliers and demanders on the "market" for

information. As a result of the described weaknesses of perception and behavior the market

behavior of the actors deviates from the optimum. The state of effective information and the

resulting range of action of the reform activity will also be suboptimal. If one wishes the

reform activity to approach an optimal degree, it is advisable to focus on the identified

weaknesses of perception and behavior. The broad irrelevance of scientific policy advice
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mentioned at the beginning is last but not least based on the broad non-consideration of the

cost categories in the classical economic approach presented above. The consideration of

these categories might be beneficial to the relevance of economic policy advice.
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